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HonorableMichaelPowell
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445 l2~’Street,S.W.
Washington,DC 20544

DearChairmanPowell:

Verizon’s Executive Vice Presidentand General Counsel quite correctly
acknowledgesthe fine work doneby the Commission,its staff, and its lawyersto
securethe Commission’sSupremeCourt victory affirming the TELRIC pricing rules
and rejecting the manychallengesto thoserules brought by Verizon and the other
RegionalBell OperatingCompanies(“Bells”). SeeJuly 16, 2002Letterfrom William
B. Barrto theHonorableMichaelPowell(“ VerizonLetter”).

Verizon urges the Commission, however, to use the Supreme Court’s
unqualified endorsementof the Commission’sTELRIC rules as an opportunity to
abandonthem in all but name. As we explain in the attachedanalysis,although
Verizoncouchesits proposalsas“additional clarification” anda single“modification,”
eachproposed change would directly violate core TBLRIC principles, as state
commissions,courtsand the Commissionhaveheld. Indeed,one of Verizon’s “key
issues” for “clarification”—its objection to the forward-looking “instantaneous
replacement”of assets—wasVerizon’s principal attack on TELRIC before the
SupremeCourt. It is disappointingthat Verizonhaschosento continueits meritless
waron TELRIC, ratherthanto acceptandabideby theSupremeCourt’s ruling.

Apart from Verizon’s specific proposals,however,Mr. Barr’s letter holds
promisein one respect. For the first time, a Bell companyhasconcededthat the
Commission’sliNE pricingrules could“ensuretheappropriateincentivesfor efficient
investment,entry, andothercompetitivedecisionsby all providers.” VerizonLetterat
1 (emphasisadded). Verizon suggeststhat its proposedrefinementsto the TELRIC
ruleswouldbenecessaryto achievethat result. Althoughthat is incorrect,wedo agree
thattheTELRIC pricingmethodologyis flexible enoughto accommodateanyconcerns
relatedto risk andinvestmentincentives. AT&T hasbeensayingexactlythat for the
entiretime that Verizonandthe otherBells havebeenchallengingthe validity of the
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TELRIC standard. Notably, Verizon’s long-overduebut welcome recognitionthat
TELRJC is sufficiently flexible to accommodateBell investmenthas far-reaching
implicationsin ahostofcrucialCommissionproceedings.

Verizonandthe otherBells haveconjuredabroadbandcrisisto supportaseries
of radical and patently anticompetitive proposalswhich, taken together, would
dismantlenearlythe entireregulatoryframeworkthatmakescompetitionpossible. In
the Triennial Reviewproceeding,the Bells urge the Commissionto exemptboth
existing “broadband”and“new” facilities from the Act’s unbundlingrequirements—
and, indeed,to “delist” all liNEs, exceptperhapsvoice-gradeanalogloops. In the
ILEC BroadbandDominanceproceeding,the Bells urge the Commissionto declare
them “nondominant” in the provision of all “broadband” services,notwithstanding
that, for manycustomers,the Bells aremonopolybroadbandproviders. And in the
Wireline Broadbandproceeding, the Bells urge the Commissionto exempt their
“broadband”servicesandfacilities from all Title II regulation. AT&T andothershave
already explained why the Commission could not lawfully endorse the Bells’
anticompetitiveproposalsin the Triennial Review,ILEC BroadbandDominance,and
Wireline Broadbandproceedingsand why thoseproposalswould have catastrophic
consequencesfor consumersandcompetition.

In eachproceeding,the Bells havetrundledout the rallying cry ofinvestment
incentives. Allowing competitors to “free ride” on the Bells’ investments,they
complain,will destroyincentivesto investin newfacilities andservices. Thecurrent
cry from Verizonis especiallyironic, becauseVerizon,which is now reportedto bethe
fourth largestIXC in thecountry,is apparentlyleasingandresellingwholesalecapacity
from facilities-basedcarriers like AT&T rather than investing in its own facilities
(accordingto industryanalystDanReingoldin a reportissuedonJuly 25, 2002). In
anyevent,the Act andtheCommission’sTELRIC rulesrequirecompetitiveLECs to
paycost-basedrates-- that includeareturnon investment-- for thenetworkelements
that they lease,foreclosingany claim of free-riding. And Verizon now effectively
concedesin its letter what the recordin thoseproceedingsalreadyoverwhelmingly
establishes: proper implementationand enforcementof the Commission’sTELRIC
pricing rules,not wholesaledismantlingof the statutorymarket-openingrequirements
and consumerprotections,is the way to ensureoptimum levelsof investmentby all
marketparticipants.

Thus, evenif concernfor theBells’ investmentincentivescould,asa matterof
theory, trump both establishedlaw and the public interest, there is no reasonwhy
unbundling under the TELRIC standard, properly applied, should lead to
underinvestmentandthereforeno real-worldbasisfor barrelingaheadwith theBells’
liNE andbroadbandagendas.Verizonnow, for thefirst time, hasconfirmedwhat the
Commissionhasrecognizedsince 1996. The existingTELRIC rulesprovideVerizon
andthe otherBells everyopportunityin stateproceedingsto establishthe liNE rates
that arenecessaryto reflect theparticularcostsandrisksthat theyfaceandtherebyto
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maintain appropriate investment incentives.1 And I respectfully urge that the
appropriate course for the Commission in this increasingly fragile competitive
environmentis to rejecttheBells’ cries for radical reformthat will benefitonly them
andinstead— by reaffirmingthat theBells mustmakea full rangeofliNEs available
andby flatly rejectingthe Bells’ unlawful WirelineBroadbandandILEC Broadband
Dominanceproposals— to makeit unambiguouslyclearto consumers,competitorsand
financial marketsthat the Commissionstandsbehindthe Act’s core market-opening
requirementsandgoals.

AlthoughI haveattachedapoint-by-pointrebuttalof Mr. Barr’s assertions,I do
notbelieve,nordoestheCommission’ssettledhistory suggest,that theCommissionis
the appropriateregulatoryagencyinitially to perform, input-by-input, the extensive
cost analysisnecessaryfor a proper determinationof TELRIC rates. Since the
Commissionfirst adoptedthe overallTELRIC frameworkin 1996, statepublic service
commissionshave beenengagedin that analysisto apply the framework within a
particular locale, and have finally startedto achievemeaningfulsuccess,using the
Commission’sexisting rules. ConsumersacrosstheNation are increasinglyenjoying
the fruits of this work. Verizon’s resort should be to the state commissionsto
determinewhetherany changein lINE ratesis needed,underthe existing TELRIC
rules, to betterreflect thecostsandrisks it faces. I wouldwelcomeanopportunityto
discuss with you ways in which the Commission could facilitate state pricing
determinations addressingthe investment concerns raised in the Commission’s
TriennialReview,ILECBroadbandDominance,andWireline Broadbandproceedings,
and promptly concludetheseproceedingsin a mannerthat fosterscompetitionand
restorescertaintyto themarketplace.

Verytrulyyours,

W. Cicconi

Att.

Cc: CommissionerAbernathy
CommissionerCopps
CommissionerMartin

SeeVerizonCommunications,122 5. Ct. at 1677 (“TELRIC itself prescribesno fixed

percentagerateasrisk-adjustedcapitalcostsandrecognizesno particularusefullife as
a basisfor calculatingdepreciationcosts”and, therefore,maybe “adjustedupwardif
the incumbentsdemonstratethe need”); seealso id. at 1678 (because“TELRIC rates
arecalculatedon thebasisof individual elements... . TELRIC ratesleaveplenty of

- room for differencesin the appropriatedepreciationrates and risk-adjustedcapital
costsdependingonthenatureandtechnologyofthespecificelementsto beprices”).



Attachment

The following respondsto Verizon’s specific TELRIC proposalsin its July 16, 2002
Letter from William B. Barr to the HonorableMichael Powell (“Verizon Letter”). Eachof
Verizon’s proposalsis little more than a reprise of argumentsthat Verizon has advanced
repeatedly(and almost always unsuccessfully)in the course of Verizon’s six-year legal
campaignagainstTELRIC.

Costof Capital. Verizon’s argumentsfor changingthe Commission’scost of capital
standard(Verizon Letter at 2) are a paradeof misstatements. First, the notion that the
Commission or the SupremeCourt intended to allow only upward (but not downward)
departure~from the Commission’sdefaultvalueof 11.25 percentis a Verizoninvention. In the
Local CompetitionOrder, the Commissiondirected statecommissionsto “adjust the cost of
capital if a party demonstrates. .. that either a higher or lower level of cost of capital is
warranted.” Id. (emphasisadded). Nothing in the SupremeCourt’s discussionof the issue
suggeststhattheCourt intendedto vacatethesecondhalfof theCommission’sdirective. To the
contrary,the Courtprefacedits generaldiscussionofthe TELRIC standardby emphasizingthe
Commission’sbroad discretionin choosingcost standards,and introducedthe Court’s specific
discussionof the “risk-adjustedcostsof capital” by notingthat “competition in fact hasbeen
slow to materializein local-exchangeretail markets.” Exercisingtheir discretionunder the
Order, sevenoftheeight statecommissionsthathavemadeacostof capitalfinding in a Verizon
liNE casehavefoundthat the forward-lookingrisk ofVerizon’s TINE businesswarrantsa cost
of capitalwell below 11.25 percent—in the judgment of somecommissions,as low as 8.5
percent.

Second,Verizon’s assertionthatits TINE businessrealisticallyanticipatesa muchgreater
competitivethreatfrom facilities basedcompetitiontodaythansix yearsagois equallymeritless.
EvenVerizon’s cost of capital witnesshasconcededin recentliNE casesthat facilities-based
CLEC entry is unlikely to make significant inroads into Verizon’s local businessfor the
foreseeablefuture. With the near collapseof the CLEC sector,Verizon’s self-portrayalas a
beleagueredcompetitorno longerpasseseventhelaughtest.

In anyevent,the Commission’srules do nothingmorethan imposeon incumbentLECs
theburdenof “demonstratingwith specificity” the businessrisks that “they face” in providing
unbundlednetwork elements. Local CompetitionOrder ¶ 702. Verizon’s proposedstandard,
which would requirestatecommissionsto impute to Verizon the fictional businessrisks that
Verizonmightfaceonly if (contraryto fact)the local marketwerefully competitive,is obviously
at odds with this language. Moreover, the requiredfactual inquiry, and the Commission’s
allocation of the burdenof proof for resolving any disputedfacts, would be pointlessif the
Commissionhad meant for state commissionssimply to presume(falsely) the existenceof
intensecompetition.

Finally, Verizon’s allusion to “uncollectibles” is an empty makeweight. liNE pricesas
calculated in stateproceedingsand by commonly-usedTELRIC cost models include an
allowance for uncollectible revenue. If Verizon believes that the recent bankruptciesof
WorldComand otherCLECswarranta higherallowancethanpreviouslyapproved,Verizon is
freeto askstateregulatorsto reopenits TINE pricessothat theallowancefor uncollectiblesmay
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be increasedgoing forward. The evidenceis likely to show, however, that any rise in the
percentageof uncollectibleshasbeenmore thanoffset by unanticipatedtrends in othercosts.
Thesetrendsincludethedeclinein thecostofcapitalsince1997,themajorrecentdeclinesin the
discountedprice of switching equipment,and the increasingautomationof currently available
loop and switching technology. Until theseissueshavebeenraisedand resolvedat the state
level, Commission intervention is premature. There is certainly no justification for the
Commissionto prejudgetheissueby arbitrarily inflating thedefaultcostof capital.

Depreciation. Verizon’ s requestedclarification for depreciation lives is equally
unjustified. As the SupremeCourt hasnoted,the Commission’sstandardsprovidesufficient
flexibility for statesto make an appropriateadjustmentin depreciationlives if the record in a
liNE ratecasedemonstratesthat forward-lookingchangesin competitionortechnologywarrant
shorter(or longer) lives. Verizon, however,hasofferedno reasonwhy the Commissionshould
prejudgetheissueat this time, let alonedictateadoptionof GAAP accountinglives orpreclude
furtheruseoftheCommission’sown forward-lookingprescribedeconomiclives.

Verizon simply rnisrepresents~the Commission-prescribeddepreciationlives. In fact,
thoselives reflect a rigorous applicationof forward-lookingprinciplesby the Commissionand
its staff, including a “detailed analysisof each carrier’smost recent retirementpatterns,the
carriers’ plans, and the currenttechnologicaldevelopmentsand trends.” The Commissionhas
reviewedtheprescribedlife rangesrepeatedlysince1994. In 1999,the Commissionreaffirmed
that its lives “represent the best forward-looking estimatesof depreciationlives” and are
thereforeappropriatefor useby statecommissions“for determiningtheappropriatedepreciation
factors for use in establishinghigh cost supportand interconnectionand TINE prices.” The
majority ofstatecommissionsto considerthe issuehaveacceptedtheCommission’sdepreciation
lives in liNE casesasthebestevidenceofVerizon’s forward-lookinglives.

Moreover, the Commission’sexisting rules offer Verizon severalvehicles for seeking
review of the Commission-prescribeddepreciationlives directly from the Commissionitself.
Verizonis freeto askthe Commissionto institutea newthree-waydepreciationproceedingfor
any statewhere Verizon believes that the currently prescribedlives are no longer realistic.
Proceduresestablishedby the Commissionin December1999 also entitle Verizon to gain
approvalfor additionaldepreciationchargesby showingthat additional chargesor write-offs are
warranted,deductingthe additional amountsfrom the carrier’s regulatoryas well asfinancial
accounts,and agreeingto additionalsafeguardsdesignedto ensurethat the amountswill not be
chargedto ratepayersthrough othermechanisms. Verizon hassought relief through none of
thesemechanisms.In short,Verizonwantsto gain shorterdepreciationlives without submitting
to Commissionand public scrutinytheevidenceneededtojustify them.

Verizonhasalso failedto justify adoptionofa genericCommissioncommandthat states
usefinancial accountinglives(also knownas“GAAP lives”) in settingliNE prices. GAAP lives
are significantly shorterthanthe lives prescribedby the FCC, and arean unsuitableproxy for
economiclives. Financial accountinglives are biasedtowardsthe low (shorter) side because
they aredrivenby corporateobjectives,including the objectiveof protectingshareholders,and
by the GAAIP principle of conservatism,which encouragestheaccountantto err on the sideof
overstatingcostsfor financialreportingwhenthereis uncertaintyabouttheirpreciselevel. In the
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wake of recentaccountingscandals,this bias toward conservatismis likely to be strongerthan
ever. Underthe 1996Act, however,theobjectivesoftheCommissionandstateregulatorsareto
protectconsumersandjump-startcompetitiveentry—objectivesthat requireerror, if any, in the
oppositedirection. Unsurprisingly,the Commissionhasproperlydeclinedto acceptGAAP lives
for regulatorypurposes,andstatecommissionshavegenerallydonelikewisein liNE cases.

ReplacementCost. Verizon’s lettersavesits mostbasicassaulton TELRTC for last. The
issueis whetherTELRTC is a long-run measureof cost (asthe Commissionandthe Supreme
Courthaveheld), or whetherit shouldbe replacedwith a short-termcost standardsuchas3-5
years (Verizon Letter at 4-5). A long-run time horizon—alsoknown as the “reconstructed
network” assumption—isafundamentalelementof TELRIC, andproperlyso.

Since 1996, the FCC’s rules have definedTELRIC asthe costs of a “reconstructed”
network built with the “most efficient telecommunicationstechnology currently available.”
This definition is the only one consistentwith a long run cost standard. As the Commission
explainedin its Local CompetitionOrder, in the long run“all of a firm’s costsbecomevariable
or avoidable,” for “all of a firm’s presentcontractswill haverun out, its presentplant and
equipmentwill havebeenwornout orrenderedobsoleteandwill thereforeneedreplacement.”

Jettisoningthe long run cost standardin favor of the short run standardproposedby
Verizonwould clearly violatethe policiesof the 1996 Act. As the SupremeCourt held in its
May decision,the 1996 Act called for “ratemakingdifferent from any historical practice, to
achieve the entirely new objective of uprooting the monopolies that traditional rate-based
methodshad perpetuated.” Put simply, the Commission’s obligation is to “give aspiring
competitorseverypossibleincentiveto enterlocal retailtelephonemarkets,shortofconfiscating
the incumbents’ property.” TINE pricing must serveasa surrogatefor effective competition
wherecompetitionhaslong beenabsent. To basepriceson thecostsoftheincumbents’existing,
embedded,networks,with forward-looking adjustmentslimited to those that the incumbents
expectto makein somearbitrary short-runperiod,would shelterVerizonandits peersfrom the
competitiveforcesof “creativedestruction”that Verizonprofessesto embrace.It would beself-
defeatingto set pricesthat allow incumbentsto recoverthe costsof the gold plating, excess
capacity,obsoletetechnologyandotherinefficienciesthatarethelegacyof decadesofoperation
asaregulatedmonopoly.

Verizon’ssuggestionthat thecostingtimehorizon shouldbe limited to 3-5yearsbecause
thefuturepathoftechnologycanbeforeseenonly for 3-5 yearsis ared herring. The issueis not
how soonVerizonwill implementfuturetechnologythat is still undevelopedor commercially
unavailable. The issueis whetherliNE pricesshould reflect the excesscostsoftechnologythat
is now obsoleteasa resultofbetteror cheapertechnologythat is alreadycommerciallyavailable.

TechnologyMix. Verizon’s requestfor “clarification” of the“assumedtechnologymix”
is essentiallya repriseof the long run vs. short run cost issue. The long run standardof a
reconstructednetwork asksthe costanalystto determinewhat kinds of assetsandtechnologya
firm would install if building thenetworkfrom scratch.
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If an efficient new entrant today would equip its entire network with a particular
technology,it is irrelevanthow much of that technologyan incumbentnow hasin place (an
embeddedcost issue)or plans to install in the next few years (a short run cost issue). For
example,it is irrelevantwhetherthe switching investmentplannedby an incumbentin the next
fewyearsis limited to “growth” or add-onequipment.If anew entranttodaywould buy all-new
switchingequipment,the incumbent’sembeddedequipmentmix andshort-runpurchasingplans
arebesidethe point. And it is irrelevantthat the adventof newtechnologydoesnot generally
lead to the instantaneousreplacementof older equipment. “Instantaneousreplacement”is
merely a proxy for what actuallyhappensin competitivemarkets: theinstantaneousdownward
revaluationof the economicvalueof existing assetsin responseto the rollout of newer, more
efficient technology. Effective competition quickly reducesthe economic value of older
equipment by an amount large enough to offset the operating efficiencies of the newer
equipment. It is preciselyfor this reasonthatDr. Alfred Kahn,aneconomistrepeatedlyinvoked
(and frequentlyhired) by Verizon, hasnoted that cost of serviceof new and old equipment
should be “exactly equal” if “the economicvalue” of the old equipmentis “correctly statedon
thebooks.”2

Fill Factors. Verizon’s proposalthat “existing fill factorsin incumbentnetworks” serve
asthe definitive basisfor TELRTC fill factorsis a nakedpleafor recoveryof embeddedcosts.
Statecommissionshaverepeatedlyfoundthat efficient forward-lookingfill factorsin Verizon’s
territoryarehigherthanits embeddedfill factors. As a District Court notedin upholdingone of
thosedecisionstwo yearsago,the“current stateof [Verizon’s] networkis irrelevantfor purposes
of a long-runcostanalysis.”

The supposedincentivesof “price cap regulation” and “competitivepressures”do not
warranta contraryresult. MuchofVerizon’sembeddedoutsideplantwasbuilt beforetheadvent
of price cap regulation. And the threatof competitiveentrygives Verizon an incentivenot to
build anefficiently sizedplant, but to createan entrybarrierby building an oversizedplant and
persuadingregulatorsto force competitorsto pay for asa largeshareof it as possiblethrough
inflated liNE prices.

Verizon’s claim that competitivediversionsto “wirelessand cable companies”warrant
the adoption of regulatory fill factors that are lower than embeddedlevels is absurd. No
competitivemarketwould allow an incumbentfirm to respondto inroadsfrom newcompetitors
by raising its prices or forcing its customersto pay for more unusedcapacity. Moreover,
Verizon’s claim is a directly at oddswith its position in recentliNE casesat the statelevel,
where Verizon witnesseshave testified that demandfor Verizon-suppliedloops is expectedto

2 Verizon’s claim that GR-303 technologyis not yet commerciallyavailable for unbundling

underscoresthe anticompetitiveimplicationsof Verizon’sproposedcostingapproach. GR-303
has, in fact, beenavailablefor years,currently servesmanymillions of lines, and is extremely
popular,preciselybecauseit is cost effectivetoday. The fact that incumbentLECs havesunk
existinginvestmentsin predecessortechnologiesdoesnot makeGR-303“currently unavailable.”
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grow, not shrink. Whetherdemandgrows or shrinks,the only constantin Verizon’s litigation
postureis that usersofliNEs shouldpaymore.

Non-RecurringCosts. Non-recurringcostsare a final areawhereVerizon would hold
TELRIC hostageto theincumbentLECs’ embeddedoperatingpractices—oftenmanual,obsolete
and costly—eitherin their existing form or with the minor improvementsthat incumbentLECs
assertedlyplan to make in the short run. In reality, as many statecommissionshave found,
nonrecurringservicescanbe provided far moreeconomicallythroughautomatedmethodsthat
are already available on the market. Basing nonrecurringchargeson the incumbentLECs’
embeddedpracticeseliminatesany incentivefor ILECs to reducethe costsof the servicesthat
incumbentLECsmustprovideto theircompetitors. Moreover,Verizon’spositionsuffersfrom a
seriousinternal inconsistency. In recentliNE cases(e.g.,the one concludedlast year in New
York), Verizonhassimultaneouslysoughtto recoverrecurringcoststhat reflecttheaddedcapital
costsofa 100 percentfiber network,while recoveringloop conditioningandothernonrecurring
charges that reflect the higher costs of operating the existing copper-intensivenetwork.
Competitive marketswould neverallow a firm to engagein suchdouble-dipping,and neither
shouldtheCommission.

In conclusion,the “most economicallyappropriate”interpretationof TELRIC, Verizon
Letter at 5, is the one that the Supreme Court upheld. “Clarifying” or “altering” the
Commission’s TELRIC standardsas proposedby Verizon would effectively abandonthe
Commission’shard-wonvictory, to the detrimentof competitionand consumersalike. As the
SupremeCourt recognized,the existingcostofcapitalanddepreciationcomponentsofTELRIC
are sufficiently flexible to addressall relevantrisks and costs, and that is true regardlessof
narrowbandor broadbandlabels. And, the VerizonLetter, in finally recognizingthat efficient
investmentincentiveswill follow from properapplicationof the Commission’spricing rules,
gives the lie to the Bells’ refrain that investmentwill flow only from completederegulation
without regardto competitiveconsequences— and henceto the entireunderpinningoftheBell’s
TINE andbroadbandagendas.


